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SUMMARY

H.R. 974, the Small Business Interest Checking Act of 2001 (SBICA), would alow
depository institutions to pay interest on business demand deposit accounts and permit the
Federal Reserve Systemto pay interest on any reserve balancesheld on deposit at the Federal
Reserve by insured depository institutions. The Federal Reserve Board would also begiven
greater flexibility in setting reserve requirements and would be required to submit an annual
report to Congress summarizing many of the services provided and fees charged to
consumers by depository ingtitutions. The reduction in revenues as a result of the interest
payments on reserves would be offset by transfers from surplus funds of Federal Reserve
BankstotheU. S. Treasury over thenext fiveyears. Pay-as-you-go procedureswould apply
because the bill would affect receipts. CBO estimates that the bill would not have any net
effect on annual revenuesover the 2002- 2006 period becausethe estimated lossin revenues
would be offset by transfersfrom Federal Reserve surplusfunds. Enacting H.R. 974 would
decrease revenues after 2006. CBO estimates that the loss in revenues would total
approximately $1.2 billion over the 2006-2011 period.

H.R. 974 contains no intergovernmental or private-sector mandates as defined in the
Unfunded Mandates Reform Act (UMRA) and would impose no costs on state, local, or
tribal governments.

ESTIMATED COST TO THE FEDERAL GOVERNMENT

The estimated budgetary impact of H.R. 974 is shown in the following table.




By Fiscal Year, in Millions of Dollars

2002-  2007-
2002 2003 2004 2005 2006 2006 2011

CHANGESIN REVENUES

Allowing Interest on Reserves -125 -110 -106 -112 -117 -570 -679
Surplus Transfer to the Treasury 125 110 106 112 117 570 -570
Net Budgetary Effect 0 0 0 0 0 0 -1,249

Theinitial budgetary effect of SBICA would beadecreaseinthe payment of profitsfromthe
Federal Reserve System to the U.S. Treasury. The Federal Reserve remitsits profitsto the
Treasury, and those payments are classified as governmental receipts, or revenues, in the
federal budget. Any additional income or coststo the Federal Reserve, therefore, can affect
the federal budget. The Federal Reserve's largest source of income is interest from its
holdingsof Treasury securities. In effect, the Federal Reserveinvestsin Treasury securities
thereserve balancesand issues of currency that constitutethebulk of itsliabilities. Sincethe
Federal Reserve paysno interest on reserves or currency, and the Treasury paysthe Federal
Reserve interest on its security holdings, the Federal Reserve earns profits.

By allowing the Federal Reserveto pay interest on reserves, the bill is expected to decrease
the Federal Reserve's profits and thereby reduce federal revenues by $570 million over the
period from 2002 to 2006. This budgetary response has severa significant components.
First, the Federal Reserve' spayment of interest onrequired reserve balancesheld at Federal
Reserve banks would tend to reduce governmental receipts. It is anticipated that some
depository institutions and depositors would respond to the interest payments on reserves
(given interest payments on business demand deposit accounts) by shifting funds out of
consumer “retail” and business “wholesale” sweep accounts and into demand deposit
accounts. This secondary response would increase required reserve balances and partialy
offset the loss in federal revenues from the payment of interest on reserves. Finally, the
profits of depository institutions or their customers would increase with a consequent
increase in tax revenues. That result would also have the effect of partially offsetting the
declineinfederal receipts. Thelegidation stipulatesthat thisoverall revenuelosswould be
offset by atransfer from surplus funds of Federal Reserve banks to the U.S. Treasury for
each of the fiscal years 2002 through 2006.



BASISOF ESTIMATE

The estimates are based on the assumption that the provisionswould become effective early
in fiscal year 2002, unless otherwise specified.

The Allowance of I nterest on Reserve Balances

H.R. 974 would permit the Federal Reserveto pay interest on balancesheld on deposit at the
Federa Reserve. Depository institutions hold three types of balances at the Federal
Reserve—required reserve balances, contractual clearing balances, and excess reserve
balances. Required reserve balances are the balances that a depository institution must hold
to meet reserve requirements. Depository institutions may also hold additional balances
called required or contractual clearing balanceswhich can earn animplicit rate of interest in
the form of an interest credit that is used to defray fees for Federal Reserve services.
Contractual clearing balances have risen over the last decade from under $2 billionin 1990
to between $6 and $7 billion today. Excess balances are funds held at reserve banks in
excessof adepository institution’ srequired reserve and contractual clearing balances. Staff
at the Federal Reserve have indicated that, given the authority, the Federal Reserve would
pay interest on required reserve balances and give depository institutions the option of
earning an explicit rate of interest on contractual clearing balances or continuing with the
current system of earning an interest credit. The Federal Reserve would choose not to pay
interest on excess reserve balances, unlessrequired reserve balancesfell to such alow level
that interest on excess reserves was needed to build reserves. That is considered to be an
unlikely scenario.

The payment of interest on required reserve balancesis discussed first and the payment of
interest on contractual clearing balancesisdiscussed second, sincetheir effect on revenues
arelikely to bedifferent. Allowing the payment of interest onrequired reservebalancesheld
by depository institutionsat the Federal Reservewould shift profitsfromthe Federal Reserve
to depository institutionsand reduce governmental receipts. Thisbudgetary effectisdivided
into three components. First, the bill would result in the Federal Reserve paying interest on
thelevd of itsrequired reserve balances expected under current law, reducing itsnetincome
and, therefore, governmental receipts. Second, the payment of interest on reserves is
expected to cause demand balances at depository institutions to increase. That increase
would raise the level of reserve balances held at the Federa Reserve, which would invest
them at a higher rate than it would pay on them. This change in projected reserves would
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increase governmental receipts, but only partially offset the loss caused by the payment of
interest on reserves projected under current law. Third, the reduction in governmental
receiptswould be partially offset by increased incometax receipts. Thenet effect of interest
paymentson reservesand theanticipated shift to moredemand deposit accountswould result
in higher profits for depository institutions or their customers.

Allowing Interest on Reserve Balances
(By Fiscal Year, in Millions of Dollars)

2002- 2007-
2002 2003 2004 2005 2006 2006 2011
CHANGESIN REVENUES

Revenue from Federal Reserve:
Interest on Required Reserves -185 -194 -204 -214 -224 -1,021 -1,300
Profits from Increased Reserves _ 18 _ 48 _62 _65 68 261 395
Net Revenue Effect -167 -146 -142 -149 -156 -760 -905
Income Tax Revenue 42 36 36 37 39 190 226
Allowing Interest on Reserves -125 -110 -106 -112 -117 -570 -679

Interest Payments on Reserves Projected Under Current Law. Because depository
ingtitutionscurrently do not earn areturn on required reserve balances, they haveanincentive
to minimize such balances. Required reserve balances measured almost $30 billion at the
end of 1993, but have since fallen sharply to under $7 billion today. The widely reported
expansion of consumer and business sweep accounts have caused this decline. In typical
sweep accounts, banks shift their depositors funds from demand deposits, against which
reservesarereguired, into other depository accounts, agai nst whichreservesarenot required.
The banks shift the funds back to the demand deposit accounts the next business day, or
when needed by the depositor. Sweep accountsfor business demand deposits have existed
invariousformssincethe early 1970s. Recent advancesin computer technology have now
made the shifting of fundsfeasiblefor many consumer accountsaswell. Under current law,
CBO expectsthe expansion of retail and business sweep accountsto continue and required
reserve balances to decline further to about $4 billion by 2003. Thereafter, CBO projects
them to rise gradually with growth in the economy.

TheFederal Reservewould beallowed to choosetheinterest rateit payson reserve balances,
although therate chosen could not exceed the general level of short-terminterest rates. Staff
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at the Federal Reservehaveindicated that the Federal Reserve would chooseaninterest rate
near the key short-term rate, the federal funds rate. The likely rate would be 10 to 15 basis
points lower than the federal funds rate to account for the lack of risk. Accordingly, CBO
assumesthat the Federal Reserve would pay interest only on required reserves and clearing
balances at arate of 10 to 15 basis points below the federal funds rate.

CBO projects that the federal funds rate will average about 5.0 percent over the 10-year
period from2002 through 2011. Thepayment of interest onreservesisassumed to start early
in fiscal year 2002. CBO projects that SBICA would cause the Federa Reserve to pay
interest to depository institutions of about $185 million in 2002 on the $4.25 billion of
required reserve balances expected under current law. Over the 2002-2006 period, such
interest paymentswould total approximately $1 billion. Those payments would reduce the
profits of the Federal Reserve—and thus its payment to the Treasury—by the same amount.

Projected Impact of the Bill on the Volume of Reserves. If the Federal Reserve pays
interest on required reserve balances, there would be a second budgetary effect on the
Federal Reservethat would reduce—but not eliminate-the net revenuelossfrom the payment
of interest. In particular, based on a survey by the Board of Governors of the Federal
Reserve System, we would expect reserve balances to increase because depository
institutions would close asignificant share of their retail and business sweep accounts and,
asaresult, maintain ahigher level of required reserves. The payment of interest on business
demand deposit accounts coupled with the payment of interest on reserves gives both
busi nesses and depository institutions an incentive to open business checking accounts and
close wholesale sweep accounts. Under current law, depository institutions are already
allowed to pay interest on consumer demand deposits. By closing a significant share of
consumer and busi ness sweep accounts, depository institutions could eliminate the costs of
maintaining the sweep accounts and receive a return on their required reserves, athough
presumably at alower rate than what they could receive with alternative use of the funds.

CBO assumesthat depository institutionswoul d eliminate approximately 30 percent of both
retail and business sweep accounts currently in existence by 2002, and half of those that
otherwise would be established. Although the payment of interest on business demand
depositsby depository institutionswould not be permitted until two yearsafter enactment of
H.R. 974, the act would allow businessesto establish interest-bearing transaction accounts.
Businesseswould be allowed up to 24 transfers per month (or greater if the Federal Reserve
permits) into a demand deposit account that would be subject to reserve requirements.
Because reserve requirements would also apply to those accounts, they would be similar to
interest-bearing demand deposits. As aresult of the closings of retail and business sweep
accounts, demand deposits on which required reserves are calculated would increase at
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depository institutions. CBO projectsthat required reserve balances would increase above
the level expected under current law by about $12 billion by 2006. Although the Federal
Reservewould pay interest on the added reserves at approximately the federal fundsrate, it
would invest the reserves in Treasury securities, earning a rate of return in excess of the
federal funds rate by approximately 0.40 of a percentage point. As a result of the rate
differential, the Federal Reserve would generate additional profits of about $261 million
through 2006 and remit them to the Treasury as governmental receipts.

Projected Impact on Income Tax Revenues. Allowing interest on required reserve
balances held at the Federal Reserve would have a third budgetary effect that would also
reduce—but not eliminate-the decline in revenue from the payment of interest on current
balances. The net effect of interest payments on reserves and the anticipated shift to more
demand deposit accountsis expected to be areduction in the profits of the Federal Reserve
and anincreaseintheprofitsof depository institutionsor their customers, with aconsequent
increase in income tax revenues. CBO assumesthat the profits of depository institutions or
their customers would increase by roughly the same amount that the profits of the Federal
Reservedecline. Itislikely that, instead of retaining the additional interestincomefromthe
Federal Reserve, depository institutionswould passthrough some of theincreased profitsto
their consumer and business customers by, for example, raising interest rates on deposits or
lowering rates on loans. If a complete passthrough did occur, then the customers—ot the
depository institutions—would accrue the income and pay additional taxes. Although some
of the additional interest income of depository institutions may be passed through in
nontaxable form either to their customers or to nontaxable entities, thisamount is expected
to be negligible. CBO assumes that depository institutions and their customers face an
average marginal tax rate on income of 25 percent and estimate that income tax receipts
wouldincrease by about $42 million in 2002 and approximately $190 million through 2006.

TheAllowanceof Interest on Contractual Clearing Balances. Asdiscussed previoudly,
staff at the Federal Reserve have indicated that, given the authority, the Federal Reserve
would give depository institutions the option of earning an explicit rate of interest on
contractual clearing balances or continuing with the current system of earning an implicit
rate of interest in the form of an interest credit. CBO estimates that giving depository
ingtitutionsthe option of earning an explicit rate of interest on contractual clearing balances
would have little or no budgetary effect. For those depository institutions choosing to earn
an explicit rateof interest on contractual balances, theexplicit interest earnings, for the most
part, would be substituted for what isnow an implicit interest payment. Earning an explicit
rate of interest on contractual balances may give some depository institutions an incentive
to hold somewhat higher balancesthan currently becausetheinterest credit earned under the
present system can only be used to offset user fees for services provided by the Federal
Reserve. A number of banks are already ableto cover al of their service coststhisway, so
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that an explicit rate of interest is required to give them an incentive to hold more reserves.
Aswith required reserve balances, the Federal Reserve would pay an interest rate near the
Federal funds rate on these additional contractual balances and invest the fundsin
Treasury securities which normally earn ahigher return. The difference between what the
Federal Reserve paysin interest on these additional balancesand what it earns by investing
them in Treasury securities would result in an increase in Federal Reserve earnings.
Depository institutions, however, may chooseto increasetheir contractual clearing balances
by reducing the excess reserve balances they hold at the Federal Reserve. The Federal
Reserve currently pays zero interest on excess reserves and invests them in Treasury
securities, remitting these earnings to the Treasury. The additional earnings on contractual
clearing balances could be completely offset, or possibly morethan offset, depending onthe
extent to which depository institutionschooseto increasetheir clearing balancesby reducing
their excessreserve balances. For example, if clearing balances increase by $2 billion and
the rate differential between the fed funds rate and Treasury securitiesis 0.50 percentage
points, then Federal Reserve earnings would increase by $10 million. If, however, $200
million of theincreasein clearing balanceswasthe result of atransfer from excessreserves
by depository institutions, then, assuming arate of return on Treasury securitiesof 5 percent,
Federal Reserve earnings would not change because the $10 million increase in earnings
would be offset by a decline of $10 million from the investment of excess reserves. CBO,
therefore, estimatesthat offering an explicit interest rate on contractual clearing balancesis
likely to have little or no significant effect on earnings.

Transfer from Surplus Funds of the Federal Reserve

During thefirst five years SBICA would be effective (fiscal years 2002 through 2006), the
legislation provides that the revenue loss associated with allowing interest payments on
reserve balances would be offset by requiring the Federal Reserve to remit fromits surplus
fund to the Treasury an amount equal to an estimate of the annual net revenue loss. In
addition, during thissamefive-year period, thebill would makethe Federal Reserve payment
of net earningsto the Treasury mandatory and the Federal Reserve would not be allowed to
replenish its surplus fund. Those provisions would have the effect of reducing the cost of
thelegidationto zerofor thefirst fiveyearsthebill isin effect and postpone the accumul ated
net revenue loss to the federal government to the sixth year, 2007.

Out of its annua earnings, the Federal Reserve covers its operating costs, pays a small
dividend to itsmember banks, retainsmoniesfor itssurplusfund, and voluntarily remitsthe
remaining profits to the U.S. Treasury. The Federal Reserve's surplus fund is a stock of
retained earnings accumulated over time and is set by the Federal Reserve banks each year
at alevel equal to the paid-in capital of its member banks. Thefund can be used ascollateral
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for issuance of Federal reserve notes and may be viewed as afiscal cushion. The surplus
fundsareinvestedin Treasury securitiesand theinterest generated isremitted tothe Treasury
alongwithother profitsof the Federal Reserve. During thefirst fiveyears SBICA isineffect,
the Federal Reserve would remit to the Treasury al of its earnings above its member bank
dividend payments, additionto their surplusaccount, and operating costs, whichwould now
includeinterest paid on reserves. Inaddition, it would be required to remit fromits surplus
fund an amount equal to the estimated payment of interest on reserves. The Federal Reserve
would be prevented from replenishing its surplus fund by the amount of these transfers
during this five year period and its payment of net earnings to the Treasury would be
mandatory. In fiscal year 2007, however, the Federal Reserve would be expected to
replenish its surplus fund by the entire amount that was transferred from the fund to the
Treasury during the 2002-2006 period, an estimated $570 million. This response is
anticipated because the Federal Reserve has replenished its surplus account at its first
available opportunity with past legidated surplus fund transfer payments. The legislated
surplusfund transfer under SBICA, therefore, hasthe effect of postponing the accumul ated
net revenuelossto the Treasury during thefirst fiveyearsthelegidationisin effect until the
sixth fiscal year, 2007. CBO estimates that the revenue loss in fiscal year 2007 would be
about $693 million. The Federal Reserve would be expected to retain $570 million out of
its earnings to replenish its surplus fund instead of remitting these profits to the Treasury.
Theremaining $123 million isthe estimated net revenueloss of allowing interest payments
on reserve balances for that year. CBO estimates that the resulting revenue loss for the
2007- 2011 period would be approximately $1.2 billion.

The transfer of the surplus funds does not reduce the cost of the bill to the federa
government over the long term, it just postpones it. It also is important to note that the
transfer of surplusfundsfromthe Federal Reservetothe Treasury hasnoimport for thefiscal
status of the Federal government. If the surplusfunds are held at the Federal Reserve, they
areinvested in government securities and the interest generated is remitted to the Treasury.
If the surplus funds are transferred to the Treasury instead, they reduce the public debt and
in turn the interest payments owed by the Treasury. Since the interest payments would be
identical in either case, where the funds reside has no economic significance. Hence, any
transfer of the Federal Reserve surplusfundto the Treasury would have no effect on national
savings, economic growth, or income.

Payment of Interest on Business Demand Deposit Accounts

Therepeal of the prohibition ondepository institutionsof payinginterest on businessdemand
deposit accounts would, in itself, have the effect of increasing demand deposit accounts at
depository institutions, although CBO estimates that this effect would not be significant
without the additional provision of allowing interest on required reserves. Depository
ingtitutions that do not currently offer commercial sweep accounts would offer interest-
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bearing businessdemand deposit accountsand businessesthat currently have sweep accounts
would have an incentive to hold higher levels of demand deposits with the allowance of
interest on business demand deposits. Required reservesheld at the Federal Reservewould
increase with theriseinthelevel of demand deposits, increasing the earnings of the Federal
Reserve and the amount that is remitted to the Treasury as governmental receipts. CBO,
however, estimates that the revenue effect of that increase in required reserves would be
negligible and that it is the combined effect of the payment of interest on reserves and the
allowance of interest on business demand deposit accounts that result in the revenue loss
described above.

Provisionsin the Bill Estimated To Have An Insignificant Budgetary Effect

CBO estimates that there would be no budgetary effect from the provision that gives the
Federal Reserve additional flexibility in setting reserve requirement ratios by removing the
lower limits on theranges of alowableratios. Federal Reserve staff have indicated that no
policy change would be likely to occur as aresult of enacting that provision in the current
economic environment. The bill would require the Federal Reserve to conduct asurvey of
insured depository institutionsand credit unionsand submit an annual report to Congresson
the availability and cost of banking services. Since the Federal Reserve currently collects
this information, albeit on a smaller scale, CBO estimates that the additional costs to the
Federal Reservewould beinsignificant. Inaddition, based on information from the Federal
Deposit Insurance Corporation, CBO estimatesthat thebill would haveno significant impact
on the total balance of insured deposits or the likelihood that some institutions would fall
and, therefore, would have no significant impact on federal spending.

PAY-ASYOU-GO CONSIDERATIONS

TheBalanced Budget and Emergency Deficit Control Act setsup pay-as-you-go procedures
for legidation affecting direct spending or receipts. CBO estimatesthat H.R. 974 would not
affect receiptsover the 2002- 2006 period, but would reducereceiptsby $1,249 million over
the 2007- 2011 period, asshown in thefollowing table. For the purposes of enforcing pay-
as-you-go procedures, only the effectsin the budget year and the succeeding four years are
counted.

By Fiscal Year, in Millions of Dollars

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Changes in receipts 0 0 0 0 0 -693 -130 -135 -142 -149
Changesin outlays Not applicable




ESTIMATED IMPACT ON STATE, LOCAL, AND TRIBAL GOVERNMENTS

H.R. 974 contains no intergovernmental mandates as defined in UMRA and would impose
no costs on the budgets of state, local, or tribal governments.

ESTIMATED IMPACT ON THE PRIVATE SECTOR

H.R. 974 would authorize the Federal Reserve to pay interest on required reserve balances
held on deposit at the Federal Reserve. Thebill also would authorizethe Board of Governors
of theFederal Reserve System (FRB) to prescriberegulationsconcerning theresponsibilities
of correspondent banks that maintain balances at the Federal Reserve on behalf of other
ingtitutions. Such privateinstitutions ascommercial banks, Federal Home L oan Banks, and
Corporate Credit Unions serve as correspondent banksfor many depository institutionsthat
are not members of the Federal Reserve. Based on information provided by the FRB, CBO
anticipates that the FRB would not use its authority to issue regulations unless problems
arosein the crediting and distribution of interest earnings. Thus, CBO expectsthat thisbill
would not impose a mandate as defined by UMRA on the private sector. If after aperiod of
timethe FRB determined arule was necessary, the FRB indicatesthat theformarulewould
most likely takeisto require that correspondent banks passthe interest earnings back to the
institutionsfor which they maintain required balancesat the Federal Reserve. Thecost tothe
correspondent banks of complying with such arule would be negligible.

H.R. 974 would requirethe Federal Reserveto pay interest onrequired reserve balancesheld
on deposit at the Federal Reserve. Thebill would also authorize the Board of Governors of
the Federal Reserve System (FRB) to prescribe regulations concerning the responsibilities
of correspondent banks that maintain balances at the Federal Reserve on behalf of other
ingtitutions. Such privateinstitutionsascommercia banks, Federal Home L oan Banks, and
Corporate Credit Unions serve as correspondent banks for many depository institutions that
are not members of the Federal Reserve. Based on information provided by the FRB, CBO
expectsthe FRB would not useitsauthority to issueregulations unless problemsarosein the
crediting and distribution of interest earnings. Thus, thisbill would impose no new private-
sector mandates as defined by UMRA. |f after a period of time the FRB determined arule
was necessary, the FRB indicatesthat theformarulewould most likely takeisto requirethat
correspondent banks pass the interest earnings back to the institutions for which they
maintain required balances at the Federal Reserve. The cost to the correspondent banks of
complying with such arule would be negligible.

ESTIMATE PREPARED BY:

Federal Revenues: Carolyn Lynch (225-6510)
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Impact on the Governmental Sector: Susan Sieg Tompkins (225-3220)
Impact on the Private Sector: Patrice Gordon (226-2940)
ESTIMATE APPROVED BY:

G. Thomas Woodward
Assistant Director for Tax Analysis

Bob Sunshine
Assistant Director for Budget Analysis
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April 3, 2001

Honorable Michael G. Oxley
Chairman

Committee on Financial Services
U.S. House of Representatives
Washington, DC 20510

Dear Mr. Chairman:

The Congressional Budget Office has prepared the enclosed cost estimate for the Small
Business Interest Checking Act of 2001.

If you wish further details on this estimate, we will be pleased to provide them. The CBO
staff contactsare Carolyn Lynch (for revenues), who can bereached at 225-6510 and Patrice
Gordon (for the private-sector impact), who can be reached at 226-2940.

Sincerely,

Dan L. Crippen
Enclosure

CcC: Honorable John J. LaFalce
Ranking Minority Member
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